Why do parties use non-binding agreements? This Article explores the role of nonbinding preliminary agreements in mergers and acquisitions (M&A) deals. It provides a modern, comprehensive account of how and why sophisticated parties use these common bargaining tools, even when they have the option of using binding contracts.
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INTRODUCTION
In 2015, the Delaware Supreme Court awarded $113 million in expectation damages when a sophisticated party did not honor the terms of a two-page preliminary agreement. 1 Over a ten-year battle, the Delaware courts' four decisions in SIGA Technologies Inc. v. PharmAthene Inc.
2 stirred up a storm of interest from deal lawyers. 3 They also brought to light a longstanding and puzzling practice in dealmaking: the use of non-binding preliminary agreements. Why do parties use non-binding agreements to memorialize high-stakes deals, especially when they have the option to use formal, binding contracts?
Much of contract law scholarship has focused on questions of enforcement after a contract is breached. The ability to sue and recover damages for breach of contract ex post is understood as a way to motivate party behavior ex ante. In the absence of formal enforcement, informal (2015) , https://www.ropesgray.com/newsroom/alerts/2016/ February/The-Ropes-Recap-Mergers-Acquisitions-Law-News.aspx [https://perma.cc/GG7D-G4Q9] (describing the Delaware Supreme Court's decision in SIGA and the history of the case, and noting that in a dissent, Justice Valihura noted that the majority's decision "would move Delaware out of alignment with other major commercial jurisdictions . . . by eroding the requirement that damages be proved with reasonable certainty").
enforcement, such as damage to one's reputation, can also motivate deal parties to play by the rules. 4 What little scholarship exists about preliminary agreements also focuses on enforcement. Scholars have debated, for instance, whether a preliminary agreement creates a legal obligation to perform, and if so, whether breaching parties should be liable for reliance or expectation damages. 5 But to understand whether and how to enforce preliminary agreements, we must first address fundamental questions: Why do sophisticated parties use non-binding preliminary agreements at all? And, if these agreements are not binding, why do deal parties abide by their terms?
This Article begins the inquiry from the perspective of contract design, 6 rather than enforcement, to understand the role of preliminary agreements in
4.
See 
5.
As Philip Richter explained:
In SIGA's case, a damages award based on reliance would have led to a far better economic result than it would have received from entering into the license agreement on the contemplated terms. The real potential in Delaware for expectation damages for breach of an obligation to negotiate an agreement in good faith should change the calculus for a party considering whether to breach this type of obligation.
Richter, supra note 3.
6.
Other scholars have approached contract questions from the perspective of ex ante design, rather than ex post enforcement, with interesting results. dealmaking. This inquiry reveals that parties primarily use non-binding agreements to add formality to an otherwise murky pre-contractual deal process. Preliminary agreements mark the moment when deal parties have resolved most deal uncertainty and are likely to do a deal together, whether or not they sign a preliminary agreement. Instead of causing parties to behave well, preliminary agreements merely mark the moment when parties were already primed to behave well, with or without an agreement. Private mergers and acquisitions (M&A) deals are a helpful lens through which to understand early-stage dealmaking. In the early stages of a private M&A deal, parties often outline the material terms of their deal in a non-binding preliminary agreement, such as a term sheet, letter of intent, or memorandum of understanding. 7 These short agreements often list only a few material business terms, such as price and what is being sold, and can be signed or unsigned. In some ways, these can be understood as written versions of handshake agreements, and resemble non-binding agreements in other contexts, such as engagements to be married.
Preliminary agreements in this context are, most often, not formal contracts: They create no binding obligation under the law. 8 In fact, like the term sheet in SIGA, M&A preliminary agreements are often explicitly marked "non-binding." They are also not meant to be enforced when breached.
9
Uniquely, M&A parties have both the means and the sophistication to create binding contracts. In fact, throughout an M&A transaction, parties repeatedly demonstrate their ability to create binding contracts, which they use to govern issues both large and small. 10 Thus, these sophisticated business parties' use of non-binding preliminary agreements is presumably intentional and considered, rather than the result of lack of resources or skills.
Other scholars have explored the role of preliminary agreements in dealmaking more generally. That scholarship tends to lump preliminary agreements from many commercial contexts into one study, which means that M&A preliminary agreements, which are somewhat of an oddball in world of sophisticated contracts, are overlooked. Existing scholarship also usually assumes that preliminary agreements are a type of contract, and that their enforceability is an important part of why parties abide by them.
Robert Scott and Alan Schwartz, for instance, examined over 100 cases involving preliminary agreements to determine preliminary agreements and how they ought to be enforced by courts.
11 They argued that parties use preliminary agreements when substantial deal uncertainty makes it impossible for parties to agree to the specific terms of an intended deal. While parties investigate deal specifics, they enter a preliminary agreement outlining a deal that will later be formalized in a binding contract, or abandoned if initial investigations show that the deal is not viable.
12 Schwartz and Scott argue that, to preserve preliminary agreements' important role in efficient dealmaking, and to encourage parties to make relationship-specific investments in a deal prior to resolving uncertainty, courts ought to award reliance damages when a party breaches a preliminary agreement. 
9.
To the extent parties include binding and enforceable provisions, they are provisions related to the process of the deal, and not to the material business terms. Albert Choi and George Triantis offer another explanation for why parties use preliminary agreements: to cope with deal complexity. They argue that complex deals are entered into in stages-first a preliminary agreement, then a definitive contract-because some deals are "practically impossible for the parties to execute . . . in a single meeting or over a very short period of time."
14 Preliminary agreements allow time for parties to engage experts, such as lawyers. Those experts then use their expertise to fine-tune the terms of the deal and to draft the definitive contracts.
15 Like Schwartz and Scott, Choi and Triantis note that by imposing some legal bite-for instance, by imposing a legally binding standard of good faith or reasonable efforts to the negotiation of preliminary agreements-courts may improve deal efficiency. 16 While both of these explanations are compelling, they present some puzzles. First, neither explains why parties commonly use non-binding preliminary agreements. If judicial enforcement of preliminary agreements motivates parties to act efficiently, why do parties go out of their way to indicate that they do not want judicial involvement?
Second, neither explanation addresses why parties often behave as though non-binding agreements are binding. Why do parties tend to enter into a definitive contract after they have signed a non-binding preliminary agreement? And why does that final contract often contain terms that closely resemble the preliminary agreement's initial terms?
This Article attempts to explain the role of non-binding agreements in modern dealmaking. It shows that these agreements are signposts. They mark a moment in the deal's lifecycle when enough uncertainty and complexity has been resolved that the deal is likely to go forward, and serve signaling, formality, and organizational purposes. Reframing preliminary reliance"-in other words, by attaching contract liability to parties who breach preliminary agreements). 14. Albert Choi & George Triantis, The Design of Staged Contracting 3-4 (Feb. 22, 2018) (on file with author) ("For complex merger or finance transactions, for instance, it is practically impossible for the parties to execute a fully binding contract in a single meeting or over a very short period of time."). 15. Id. at 13 (noting that experts hammer out details, which "contributes significant value to the transaction." They note, for instance, that lawyers are often involved in the finetuning of "representations and warranties, covenants, closing conditions, remedies and termination rights" and that "these can contribute significant value to the transaction").
Id. 16. Id. at 32 (noting that "[t]he use of a standard-such as good faith or reasonable effortsto police the negotiation process seems an appropriate mechanism for legal enforcement of midstream agreements.").
agreements as markers for the accumulation of deal momentum explains why, once parties sign a preliminary agreement, they are likely to complete a deal, and on terms close to the preliminary agreement's terms. This explanation cuts against the conventional wisdom that preliminary agreements are contracts that need to be enforced to promote efficient dealmaking. Rather, preliminary agreements are useful tools even without enforcement.
17
This Article proceeds in three Parts. Part I uses interviews with deal lawyers to show how parties and lawyers use non-binding preliminary agreements in modern dealmaking. 18 Preliminary agreements are almost never publicly disclosed, so original interviews with deal lawyers offer a rare glimpse into a common but little understood deal practice. An important contribution of this Part is that it attempts to accurately pinpoint when, in a deal's lifecycle, parties enter into enter preliminary agreements. Existing explanations describe preliminary agreements as first steps to a potential deal. In practice, however, parties enter a preliminary agreement when the deal is already likely to move forward. Part II introduces the concept of deal momentum. This Part draws an analogy to Lon Fuller's distinction between the formal and substantive functions of consideration 19 to show that nonbinding preliminary agreements inject valuable form and formality into an otherwise nebulous negotiation process. Part III considers the implications of these observations for contract theory, contract enforcement, and deal 799 (1941) (distinguishing between the formal and substantive reasons that courts and parties attach consideration to contracts).
design. Specifically, it suggests that courts need not always enforce preliminary agreements. The principles developed in this Article can be applied broadly. Within corporate law, this Article helps to sharpen the theoretical boundaries of the deal. More broadly, it helps to explain why parties use non-binding agreements in a variety of contexts, and sheds light on another realm where private ordering flourishes even when formal enforcement is available.
I. NON-BINDING AGREEMENTS IN MODERN DEALMAKING
Why and how do parties use non-binding preliminary agreements? This Part draws on previously unstudied sources-qualitative evidence from interviews with practicing deal lawyers-to shed new light on the question of how parties use preliminary agreements.
Subpart I.A explores existing explanations for why parties use preliminary agreements. Subpart I.B presents the findings from original interviews with deal lawyers, a survey of recent practitioners' literature, and a survey of recent preliminary agreement cases. It suggests that most preliminary agreements in M&A deals are signed but non-binding. Oddly, however, once parties sign a non-binding preliminary agreement, their deal is very likely to be consummated, and on terms similar to the ones that the parties agreed to in the initial preliminary agreement. This Article calls the combination of these two attributes "deal stickiness." Most interestingly, preliminary agreements are sticky even though there is little consequence for walking away. This final observation is particularly odd, and appears to cut squarely against the idea that consequences, such as enforcement, affect behavior. Later Parts discuss how non-binding preliminary agreements can shape behavior and add value, even in the absence of enforcement.
A. Dealmaking in Theory
There are two leading theories on why parties use preliminary agreements: to resolve deal uncertainty, or to resolve deal complexity. Both of these theories suggest that preliminary agreements make deals more efficient, and that, as with other contracts, enforcing them helps motivate parties to use these efficient tools. This Subpart outlines those leading theories after a short primer on the timing of deals.
The Timing of Deals
Parties enter M&A deals in stages. 20 The stages are punctuated by two major events: "signing" and "closing," which refer to the signing and execution, respectively, of a definitive acquisition agreement.
21
In private M&A deals, 22 parties also often enter into a preliminary agreement before signing the acquisition agreement. The preliminary agreement "describes the basic terms of the proposed transaction." 23 It may include, for example, price, a description of what is being sold (such as assets or stock), and a description of deal structure (such as whether the assets will be purchased debt-free, whether the buyer will need to secure financing, and whether the deal is a merger or an acquisition). The preliminary agreement also "usually states that the document is nonbinding." 24 In particular, the agreement makes clear that the business terms, such as price, are nonbinding. Provisions governing the negotiation process, however, are often binding.
25
For instance, the parties may agree that they are bound to exchange information confidentially or to negotiate exclusively with each other for a period of time.
26
Signing the definitive acquisition agreement creates true contractual liability.
27
Parties are, at that point, legally obligated to perform the 28 There is often a gap in time of several weeks or months between signing and closing, to allow parties to complete a number of "closing conditions," such as obtaining regulatory approval or financing, reorganizing their corporate structures to maximize the deal's tax benefits, or completing due diligence of the target company.
29
After parties meet the closing conditions, they "close" the deal by, for instance, exchanging consideration for stock or assets.
30
It is worth highlighting two common misunderstandings about preliminary agreements. First, scholars generally do not distinguish between binding and non-binding preliminary agreements-instead, they seem to assume that parties intend for preliminary agreements to be somewhat binding. This may be because scholars tend not to distinguish between different types of commercial deals-and having a binding preliminary agreement is more common in other contexts, such as in commercial lending and venture capital. In M&A practice, preliminary agreements tend be the opposite of what is studied: The vast majority of preliminary agreements are specifically non-binding with respect to business terms.
Second, scholars routinely misplace when in the deal's lifecycle parties enter preliminary agreements. Scholars assume that preliminary agreements are first steps, 31 which parties enter before investigation, and before making relationship-specific investments. In reality, parties usually sign preliminary agreements slightly later in the deal process, after most initial investigation is done. This subtle distinction in the deal timeline is of central importance for practical and theoretical reasons. Practically, the fact that parties sign preliminary agreements later in the process suggests that parties are fairly serious about the deal when they sign a preliminary agreement, which may which there is clear contractual liability" and that after deal execution, "all subsequent investments are governed by contractual terms that can be enforced in court."). 
Preliminary Agreements and Deal Uncertainty
In a series of influential papers about preliminary agreements, Alan Schwartz and Robert Scott argue that parties use preliminary agreements to resolve deal uncertainty, and that enforcing breaches of these agreements motivates parties to use then efficiently.
At the core of Schwartz and Scott's argument is the observation that in complex deals, parties may not be able to resolve enough uncertainty before entering into a full, detailed, and definitive acquisition agreement. In order to resolve uncertainty and determine whether the deal is feasible and worthwhile, parties need to make relationship-specific investments that cannot be recouped if the deal does not materialize. 34 Relationship-specific never have attempted to agree on important terms such as the price. After the parties agree upon what they can, and before uncertainty is resolved, one or both of them make a sunk-cost investment.").
investments also create space for parties to behave opportunistically. For example, Party A might walk away from a deal after Party B has sunk significant costs into relationship-specific due diligence. Preliminary agreements, backed with a bit of enforcement bite in the form of reliance damages, are an efficient way to motivate parties to make relationshipspecific investments to resolve uncertainty, and also to deter opportunism.
35
In M&A deals, parties, in some ways, use preliminary agreements in just the way Schwartz and Scott described. Suppose that the buyer and seller can agree that the buyer will acquire all of the seller's business for $50-70 per share of stock. The parties enter into a preliminary agreement that notes the price range. The buyer then conducts due diligence on the seller to better understand the seller's business's financial health, which will allow the buyer to propose a specific price within the agreed-upon range. The buyer's due diligence on the seller is a relationship-specific investment-it is specific to the deal at hand, and information gained in that process cannot usually be used in another deal if the current one falls through.
Schwartz and Scott argue that, in order to motivate buyers to undertake relationship-specific investments like the expensive due diligence process, parties must face the threat of enforcement for breaching the preliminary agreement. 36 Without the threat of enforcement, sellers might walk away from the deal at any time, even when buyers have already made significant investments. When sellers can legally behave opportunistically, future buyers will be more hesitant to make relationship-specific investments, which would mean that many efficient deals simply would not take place. Enforcement also protects sellers. The threat of enforcement against buyers deters buyers from walking away, which is important if sellers often begin the deal process by granting a period of exclusive access to a particular buyer.
Preliminary Agreements and Deal Complexity
An alternative theory for preliminary agreements, advanced by Albert Choi and George Triantis, suggests that deal parties use preliminary agreements because the sheer complexity of a deal might make it impossible to complete in one stage. Preliminary agreements can thus help parties deal 35. Id. 36. Id. at 667 ("A reliance recovery will encourage parties to make preliminary agreements and will deter some strategic behavior.").
with the cognitive load of negotiating many issues at once, 37 or allow parties to buy some time to engage experts to weigh in on the most complex parts of deals.
38 For example, parties may agree to basic business terms during the preliminary agreement stage and, in later stages, engage lawyers, accountants, and others to work through the details. 39 Preliminary agreements, then, are a way to modularize complex deals-to break complex transactions into smaller pieces, for the purpose of making them easier to handle. 40 Choi and Triantis suggest that although some deals are too complex to complete in one step, they are nonetheless worth doing. Using preliminary agreements allows parties to complete deals they would otherwise not be able to do if they were constrained to one-step deals. Like Schwartz and Scott, Choi and Triantis also argue that courts ought to enforce preliminary agreements-at least a little bit. In particular, they note that enforcementalthough "something short of the full contract enforcement"-strikes a good balance between incentivizing investment and maintaining deal flexibility. 41 Some enforcement of a preliminary agreement means that parties can rely on their preliminary bargains as they engage in the costly process of solving deal complexity. Like Schwartz and Scott, Choi and Triantis argue that attaching some enforcement to preliminary agreements encourages efficient dealmaking and deters opportunism.
Enforcement as a Motivator
Both existing explanations for why parties use preliminary agreements rely on formal enforcement as an important part of the story. This is not a 37. Choi & Triantis, supra note 14, at 12 (noting that " [t] here is a tradeoff between the benefit of being able to logroll across issues to exploit differences in preferences and endowments, and the cognitive load of doing so. surprise. Much of law is based on the assumption that enforcement can motivate behavior. Enforcing a criminal law, for instance, is thought to deter citizens from committing crimes. 42 Similarly, imposing damages in products liability cases is meant to deter unlawful behavior. 43 In contract law, the same conventional wisdom holds: Imposing consequences for breaching a contract is meant to deter parties from breach and motivate parties to adhere to contract terms.
In the business law context, the idea of enforcement as motivation for compliance is also closely related to the idea that business contracts (and contracts in other contexts) have two distinct stages. In the first stage, the ex ante contract design stage, parties negotiate and agree to terms. 44 In the second stage, the ex post enforcement stage, parties who breach contracts have to pay to litigate the case, and many ultimately pay damages. 45 Sophisticated parties make a thoughtful trade-off between incurring costs in the design phase or incurring costs in the enforcement phase. 46 If parties invest more time and money in the design stage, their contracts presumably become clearer and more precise, less likely to be litigated, and easier to resolve when litigated. 47 As a result, the enforcement phase is less . . then the back-end costs should be discounted by that remote probability, and it may be correspondingly efficient to save front-end costs by using a standard (or a vague term) rather than a rule"); see also costly. However, parties may also choose to spend less time drafting an agreement in the design phase-which results in a vague, boilerplate, or notas-thoughtfully constructed agreement-on the belief that an enforcement action is unlikely.
48
Other scholars have described situations where expending relatively little time in design is rational. For example, material adverse change clauses in acquisition agreements are vague, but so rarely enforced that parties often choose not to expend too much effort making them specific in the design phase. 49 On the other hand, too little investment in design can also backfire in the enforcement phase. In the recent Martin Marietta Materials, Inc. v. Vulcan Materials Co. 50 case, for example, M&A deal parties entered into a fairly standard confidentiality agreement without much negotiation. 51 In the subsequent enforcement phase, the agreement cost the buyer the opportunity to close a $5.5 billion hostile takeover (which was enjoined), and cost both parties significant legal fees. 52 Regardless of whether parties choose to allocate their resources to design or to enforcement, however, they are trying to minimize overall costs associated with the contract, which is the sum of costs from the design phase and the enforcement phase.
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When formal enforcement is unavailable or not preferred, parties can substitute with informal enforcement. For instance, some tight-knit communities, such as those of whalers, diamond merchants, and cotton merchants, have opted out of formal judicial enforcement for contract breaches. 54 Instead, when a breach occurs, parties turn to trade-association sanctions or reputational damage.
negotiating and writing contracts, vague terms reduce these costs by letting the enforcing court complete the contract."). As with formal enforcement, informal enforcement relies on the threat of punishment for breach to curb parties' behavior. Without enforcement, either formal or informal, there seems to be little incentive for parties to play by the rules. Scholarship on preliminary agreements aligns with contract theory in general in suggesting that enforcement plays an important role in motivating parties to play by the agreed-upon rules.
B. Dealmaking in Practice
The conventional wisdom that parties rely on preliminary agreements to resolve complexity and uncertainty, and that the threat of enforcing those agreements through reliance damages is what makes parties abide by their terms, is incomplete. 55 This Part presents an alternative view. Previous work in this area has focused on surveys of enforcement outcomes. This Article relies, instead, on original interviews with practicing deal lawyers and previously unexamined practitioners' literature from the front lines of deal design. It also supplements these with a traditional survey of court cases in common business jurisdictions. ("Since the expectation interest furnishes a more easily administered measure of recovery than the reliance interest, it will in practice offer a more effective sanction against contract breach."). It is worth underscoring the fact that an award of expectation damages is a significant sanction. Expectation damages are designed to put a non-breaching party in the same position it would have been if the deal had been completed. See Gilson et al., supra note 7, at 1424 n.158 ("Expectation damages purport to put the injured party in the position she would have been in had the collaborative exploration not only been successfully concluded, but a joint project also agreed upon and realized."). In their seminal work on reliance damages, Lon Fuller and William Perdue identify a spectrum of possible damages, ranging from no damages to expectation damages. Reliance damages represent one point along that spectrum: reliance damages are designed to compensate a non-breaching party who has suffered a harm as a result of relying on the breaching party. Fuller and Perdue describe reliance as a remedy when:
[T]he plaintiff has in reliance on the promise of the defendant changed his position. For example, the buyer under a contract for the sale of land has incurred expense in the investigation of the seller's title, or has neglected the opportunity to enter other contracts. We may award damages to the plaintiff for the purpose of undoing the harm which his reliance on the defendant's promise has caused him. Our object is to put him in as good a position as he was in before the promise was made. The interest protected in this case may be called the reliance interest.
Fuller & Perdue, supra, at 54. 56. For more on methodology, see supra Appendix A.
This Part begins by showing that preliminary agreements are stickythat is, they appear to have strong influence on parties' behavior. Then, it shows that stickiness persists despite weak enforcement for breach. Stickiness in the absence of enforcement presents a rather odd result. If this is true, this might suggest that enforcement, either formal or informal, has a much smaller role in motivating behavior than previously thought. This puzzle sets the stage for Part II, infra, which introduces the concept of deal momentum to explain why unenforced, non-binding preliminary agreements appear have such a hold on parties' behavior. In short, non-binding preliminary agreements do not cause commitment-rather, they mark a comment in a deal's lifecycle when parties are already committed to the deal.
Stickiness
Once signed, preliminary agreements appear to have exceptional practical binding power in two ways. First, once parties sign an agreement, they tend to follow up by entering into a definitive acquisition agreement. Deals with preliminary agreements also are likely to close. Second, parties tend not to stray too far from the business terms agreed to in the preliminary agreement, even though those terms are specifically deemed non-binding. 57 This Article describes these two characteristics, together, as preliminary agreements' "stickiness."
Stickiness in preliminary agreements is surprising. First, since scholars describe preliminary agreements as tools that parties use specifically when they do not have enough information to sign a definitive contract, it is odd that once parties sign preliminary agreements, they then often sign a definitive contract. In theory, in the process of resolving uncertainty through due diligence, parties should sometimes discover information that scuttles a deal by revealing that the deal is not economically worthwhile, or that the other party is not an ideal partner. The fact that preliminary agreements almost always lead to the signing of definitive documentation suggests that parties rarely find information in due diligence that changes their decisions about whether to do a deal. This, too, would be a surprise. It would suggest that due diligence is expensive and time-consuming, but largely useless-and 57. Dealmakers with a wide breadth of experience-at firms and in-house, working with repeat players and one-off deal parties, in private and public deals, in a variety of firms and cities, representing financial parties and strategic parties-report that preliminary agreements have exceptional binding power. For a full list and description of interviews, see infra Appendix A. See supra note 18.
yet, it is a common practice in which sophisticated parties continue to engage. In other words, if parties use preliminary agreements when deals are uncertain, it seems odd that uncertain deals tend to lead to definitive contracts and deal completion. Second, it is a surprise that parties tend to hew closely to the business terms initially agreed to in the non-binding preliminary agreement. Parties are generally required to negotiate in good faith toward a definitive deal. That duty to negotiate in good faith does not require parties to adhere to the specific business terms outlined in a preliminary agreement, 58 but parties nevertheless appear to feel bound by those terms. If parties do need to renegotiate business terms, they tend not to do so without at least offering a reason for the deviation. 59 Stickiness is particularly puzzling in light of the lengths to which parties go to ensure that, as a legal matter, preliminary agreements are neither binding nor enforceable. For example, parties routinely include the words "non-binding" on every agreement page and add provisions that allow parties to walk away from the agreement without consequences. 60 To avoid even the inference that a preliminary agreement is binding, some deal lawyers advise their clients not to sign the agreements. 61 Nonetheless, the agreements' business terms stay sticky.
Weak Enforcement
While preliminary agreements tend to be sticky, liability for breaching a preliminary agreement appears to be limited and weak. A comprehensive survey of preliminary agreement litigation between business parties reveals that very few preliminary agreement cases were litigated to opinion in those jurisdictions. One important exception is the SIGA case, which wound its way through the Delaware Chancery and Supreme Courts twice in a decade-long litigation over a letter of intent. 63 Each time the courts concluded a significant chapter of the SIGA litigation, law firms issued client alerts and memoranda 64 that dissected the meaning of the decision for preliminary agreement-making in M&A deals. A survey of this practitioner literature shows that lawyers were surprised by the Delaware courts' decisions to enforce a preliminary agreement that had been marked "non-binding." 65 Preliminary agreements are rarely litigated-and parties are almost never found liable for expectation damages-so when they are found liable for expected damages, practitioners find the result unusual.
In interviews with deal lawyers, deal lawyers also noted that enforcement for preliminary agreement breach is rare. This is despite the fact that deal lawyers, in general, showed a sophisticated understanding of the enforcement options available to them. Most of the deal lawyers interviewed understood that preliminary agreements obligated parties to negotiate in good faith toward a definitive agreement, and that breaching that duty could result in an award of reliance damages. 66 Despite clearly understanding that First, deal lawyers describe actively trying to avoid enforceability in their clients' preliminary agreements. Most lawyers said that they regularly drafted provisions stating that parties could walk away from a preliminary agreement at any time, for any reason.
67 Some lawyers took this further, and described provisions in which the parties agreed that they have no obligation to negotiate in good faith. 68 Lawyers also described taking exceptional care to ensure that their preliminary agreements are "non-binding" and "nonenforceable." To do so, they might include document footers stating that an agreement is "non-binding," advise their clients not to sign the agreements (so that the agreements do not look like contracts), and include additional provisions specifying that some provisions are enforceable (usually confidentiality, exclusivity, and one or two others) and others are not (the business terms). 69 For example, one lawyer said that letters of intent are, "as a general proposition, non-binding," and another described them as presumptively non-binding but with some binding provisions, like those governing exclusivity or confidentiality. 70 One lawyer noted that "pretty much on every page, we have something that says that this is a non-binding agreement," while another noted that he went through "great pains to put in the agreement in ten different ways" that it was non-binding. 71 One lawyer described entering into a binding term sheet only once, and also mentioned that in drafting that particular term sheet, he could find almost no precedent for a binding term sheet within his law firm. 72 Second, deal lawyers also expressed that even if preliminary agreements could be enforced as a legal matter, they are so rarely enforced that enforcement is not considered a real possibility. Lawyers expressed several reasons for this view. First, they believe that the duty to negotiate in good faith is an extremely easy duty to meet, and that proving a breach of that duty in a litigation would be extremely challenging. 73 One lawyer, for instance, noted that "sometimes people do disavow what's in the term sheet because of a change in circumstances . . . . I wouldn't necessarily consider that bad faith."
74 When asked about the duty to negotiate in good faith, the same lawyer replied, "good luck proving failure to negotiate in good faith." threatened litigation over a preliminary agreement. 77 One Silicon Valley lawyer noted that she has never been in a situation where there have been ramifications for walking away from a term sheet.
78
None had worked personally with a client on a preliminary agreement that was later litigated, none had threatened to enforce preliminary agreements against others, and none had been on the receiving end of such a threat.
The lack of appetite for formal enforcement makes economic sense. Commercial litigation between sophisticated parties is exceptionally expensive.
79
Even though parties make relationship-specific investments during the preliminary agreement phase, the cost of commercial litigationeven just the beginning phases of litigation-may easily eclipse the amount that parties lose by walking away from the preliminary agreement. Moreover, litigation distracts management and may prevent the company from pursuing other promising transactions. One lawyer described the loss of having a party walk away from a preliminary agreement as a "sunk cost":
Generally, there's nothing you can do [if the parties walk away from a preliminary agreement]. [The preliminary agreement] will usually say this expressly that either party will walk away for any reason or no reason. Unless you can show fraud or some other behavior that is otherwise actionable on a standalone basis, you view it as a sunk cost in your business.
80
The decision to avoid costly litigation is particularly reasonable because the expected recovery of winning a preliminary agreement contest is low: In most cases, at best, the winning party can hope to recover reliance damages.
Not only is formal enforcement of preliminary agreements weak, but informal enforcement is also weak. Prior scholarship suggests that in settings where informal enforcement is effective:
[P]erformance is encouraged and breach penalized by the cancellation of expected future dealings with the counterparty, by the loss of reputation (with the resulting reduction in future business with other potential counterparties in the relevant economic and social communities), or by an individual disposition toward reciprocity (and thus a willingness to reward cooperation and punish defection)." 81 In other words, as in formal enforcement settings, those who do not play by the rules are punished. They earn a reputation for operating outside of the norm, and their future dealings are suspect. Even when parties do not expect to encounter the same party again in a business setting, they may be deterred from bad behavior if they do not want to suffer reputational consequences within their community that may later translate to a loss. 82 The community of M&A parties, however, is not like the tight-knit communities of diamond merchants or rural cattle ranchers, where informal enforcement works well. For one thing, the community of M&A parties is not particularly tight-knit. While certain subsets of M&A parties are repeat players-for example, serial acquirers or private equity firms-many M&A parties rarely enter the market. As a result, their reputations, good or bad, are less well-formed (and are less important, as they will not be using them in a future transaction).
Moreover, when interviewed, deal lawyers report, at most, mixed reputational consequences for parties who back out of preliminary agreements. One Silicon Valley lawyer, for instance, noted that companies that serially breach preliminary agreements do gain a bad reputation:
In the tech world, Even where the particular parties do not expect to deal with each other in the future, the tit-for-tat informal enforcement structure will still work if a misbehaving party expects to trade with others in the future-i.e., if trade will be multilateral rather than bilateral-so long as that party's reputation-i.e., the collective experience of others who have previously dealt with that person-becomes known to future counterparties. The actions of future counterparties then serve to discipline the misbehaving party. Id. at 1392-93. 83. Telephone Interview with In-House Attorney I, supra note 58.
there was someone who routinely didn't get deals done, that would become market knowledge, and be taken into account when thinking about whether the deal will go through." 84 He immediately qualified the statement, however, by noting the deals are very fact-specific, and that "the color of [the serial breacher's] money is the same as everyone else's." 85 Another Silicon Valley lawyer made a similar statement: "There are buyers that have a reputation for being willing to renegotiate some of the terms. But it's often based on stuff that they find in due diligence. Everyone knows going into the term sheet [that] it's all subject to the buyer's due diligence." 86 In other words, even when a party breaches a preliminary agreement, it is often thought to be the result of legitimate, good-faith changes in facts and circumstances, rather than the breaching party's bad faith. The same Silicon Valley lawyer also noted that bad reputation has only a small effect on future deals: "It's certainly possible in circumstances where a company is selling itself and there are multiple different people [who] are interested in it, that if they get two bidders who were very close in price, there may be . . . [an] inclination to go for the other one [the bidder who does not have a reputation for breach]." 87 She notes, however, that management must still look out for investors' interests.
In light of weak formal and informal enforcement for breach, then, what accounts for deal stickiness? Part II attempts to explain this phenomenon.
II. DEAL MOMENTUM
This Part presents a theory of deal momentum to explain why M&A parties adhere to non-binding preliminary agreements despite the fact that there is little consequence for breach. In short, by the time parties enter a preliminary agreement, they have already resolved enough uncertainty that momentum pushes the deal forward, even in the absence of a preliminary agreement. Thus, preliminary agreements are better understood as signposts for the accrual of deal momentum, rather than as contract-like devices.
Part II.A shows how accurately pinpointing deal timing is important to understanding how parties use non-binding preliminary agreements. Instead of using them as first steps to a deal, as scholars previously thought, parties use preliminary agreements only after they have completed initial due diligence. Based on a more accurate understanding of deal timing, Part II.B offers an alternative explanation for why parties use preliminary agreements. Specifically, it posits that these agreements have both formal and substantive functions. While the literature has focused exclusively on substantive functions-preliminary agreements' resemblance to contracts, and the need to enforce them as such-preliminary agreements are largely valuable because they formalize an otherwise unstructured dealmaking phase. In other words, preliminary agreements are not very useful as contracts, but quite useful in that they can help parties signal, organize, attach moral suasion, and build trust.
A. Not-So-Preliminary Agreements
Perhaps the first place where the literature on preliminary agreements deviates from modern practice is in its description of when parties enter into a preliminary agreement. For the most part, the literature describes the preliminary agreement as the first step in dealmaking. It seems to envision, for instance, that two CEOs meet for coffee, decide that they wish to do a deal, and write down some broad terms (such as price ranges) that might suit them both. After forming this extremely basic plan for doing a deal-which is what the literature considers a preliminary agreement-the parties then separate to resolve uncertainty about the deal through due diligence. After some time, the CEOs then reconvene to hash out the details of their deal. 88 In practice, however, the deal timeline looks a little bit different. The literature is accurate in that a large quantity of due diligence occurs between the signing of the preliminary agreement and of the definitive agreement.
89
M&A due diligence is as an expensive and labor-intensive undertaking: It "is not simply first-year lawyers looking through boxes of documents. The 88. Choi & Triantis, supra note 14, at 2 ("Complex commercial negotiations are typically sequenced, with a subset of issues being addressed at each stage and by numerous agents with different expertise.") see Schwartz & Scott, supra note 7, at 662-63 (describing the initial process of dealmaking). 89. Douglas Godfrey, Charles Fox, and Edward C. Harris describe the due diligence process:
[It is] not just first-year associates looking through boxes of documents. The process also includes experts in various areas looking at any subject that the buyer, in the case of an acquisition, is interested in. . . . Thus, the due diligence process as a whole covers any issue that a buyer or an investor would possibly care about. What the literature overlooks, however, is the important distinction between the quantity of due diligence and the materiality of due diligence. Indeed, in the time between signing the preliminary agreement and signing the acquisition agreement, parties engage in a high quantity of due diligence process-both the literature and deal lawyers agree on that point. That quantity, however, does not represent the process's importance in determining the deal's business terms. For instance, many lawyers note that, despite the quantity of the diligence done between the preliminary and definitive agreements, the information discovered in that diligence only "sometimes" causes the parties to renegotiate business terms. 91 This suggests that this phase of due diligence is only sometimes material.
While the bulk of due diligence is performed between signing the two agreements, most of the material diligence is complete before the parties sign the preliminary agreement. Consider a company that is auctioning itself. In preparation for accepting bids, that company will make much of its relevant financial information available in a physical or virtual data room so that potential bidders can begin to conduct due diligence.
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That early due diligence is the most important-it is the information on which the potential buyer determines the most important business terms. 93 One publication by nonlawyer deal advisors, for instance, describes the due diligence process as largely being completed in the pre-preliminary agreement phase. That publication describes post-preliminary agreement diligence as "final diligence" that "generally serves to confirm the consistency and material accuracy of representations made by the target company." "often . . . uncover information that will warrant [it] to revise its valuation," 95 the message is clear: From the perspective of bankers and businesspeople, who set the deal price and negotiate the preliminary agreement's material business terms, the material diligence is done before the preliminary agreement. The voluminous diligence that lawyers do between the preliminary and definitive agreements is high in quantity and important, but it is also confirmatory, rather than material, in nature.
Distinguishing the quantity of due diligence from the materiality of due diligence suggests modifying the conventional understanding of when parties enter into a preliminary agreement. The conventional understanding is that parties enter into preliminary agreements at the very beginning of the deal. In practice, however, parties enter into preliminary agreements after finishing most material due diligence. Thus, preliminary agreements are not very preliminary, since they are entered into when enough material has been examined to determine, with some certainty, important business terms like price.
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Another way to think about bulk and materiality of diligence is to reframe the deal timeline from the perspective of bankers and businesspeople. As Choi and Triantis note, the time period between the preliminary agreement's signing and the definitive agreement's signing is characterized by the addition of experts-such as lawyers-to work out the details of the deal. 97 This suggests that lawyers often become heavily engaged in the deal only after the parties have signed the preliminary agreement. From a deal lawyer's perspective, then, the real work of the deal begins after the preliminary agreement. From the perspective of bankers and businesspeople, however, the deal is finalized in broad strokes at the preliminary agreement stage. This explains why preliminary agreement terms remain largely unchanged after 95 . Id. at 6. 96. Of course, this separation demands an answer to another question: If the material diligence is done, what is the bulky diligence that is being done after the preliminary agreement is signed? Much of the post-preliminary agreement diligence involves reviewing contracts for "change of control" or "assignment" provisions, that is, determining which supplier contract, for instance, will be automatically terminated when control of the target company changes over from the seller to the buyer. In examining those kinds of contracts, material information can be found that changes price terms. For instance, the buyer might discover that, while the target has been profitable for many years, it will soon become less profitable because particular lower price terms will take effect. See id. at 6 (describing "full due diligence," in which the buyer examines the target's "financial statements, operating reports and other private and confidential company documents (both financial and non-financial in nature)"). 97. Choi & Triantis, supra note 14, at 13 (noting that "the second stage consists of lawyers hammering out representations and warranties, covenants, closing conditions, remedies and termination rights"). the agreement's signing: They are business terms that are negotiated by bankers and businesspeople, who have already completed the bulk of their relevant diligence prior to the agreement's signing.
B. Preliminary Agreements as Signposts for Deal Momentum
Pinpointing when parties enter preliminary agreements presents an interesting puzzle: If preliminary agreements are not meant to be early contractual tools that help parties resolve uncertainty, 98 why do they exist? And if deal terms are close to being finalized by the time parties sign the preliminary agreement, why do parties divert from the process of negotiating the definitive agreement and expend time and resources to draft a nonbinding preliminary agreement?
This Subpart offers an explanation for why and how parties use preliminary agreements in M&A deals. It begins by distinguishing between an agreement's formal and substantive functions, in much the same way other scholars have distinguished between the form and substance of consideration. Then, it suggests that preliminary agreements are not primarily powerful because of their resemblance to contracts, but because they help make an otherwise unstructured phase of the negotiation process more formal. They are thus better understood as signposts for when sufficient deal momentum has accrued, rather than as contracts. In other words, there comes a moment in a deal's lifecycle when the parties have resolved enough uncertainty that they are likely to do the deal. The preliminary agreement marks that moment.
98. Schwartz and Scott, for instance, note that a preliminary agreement is entered into when "[t]he parties do not agree and, indeed, may never have attempted to agree on important terms such as the price. After the parties agree upon what they can, and before uncertainty is resolved, one or both of them make a sunk-cost investment." See Schwartz & Scott, supra note 7, at 663. Similarly, Choi and Triantis describe preliminary agreements as mid-stream contracts. They deviate slightly from Schwartz and Scott in the reasons that parties enter into preliminary agreements-they note that "staging of negotiations is often necessary because of the complexity of the transaction" and that after parties "agree[] on main deal terms-particularly price and structure," they then engage "costly lawyers, accountants, architects and other experts" to sort out details. See Choi & Triantis, supra note 14, at 3, 13. In other words, preliminary agreements are described as putting in place some initial terms to which the parties agree. Then, within the boundaries of those terms, parties negotiate and agree to final terms. See Choi & Triantis, supra note 14, at 13.
Form and Substance in Preliminary Agreements
In his seminal article Consideration and Form, Lon Fuller argued that there are both formal and substantive reasons to attach consideration to contracts. Fuller notes that enforcing "gratuitous promises"-that is, promises without consideration-"is not an object of sufficient importance . . . to justify the expenditure of the time and energy necessary to accomplish it." 99 This, Fuller notes, is a substantive objection, because it relates to the significance of the promise made: Promises without consideration are not substantively important. In contrast, most arguments about the need for consideration relate to the importance of form. Fuller identifies three broad categories that characterize the functions performed by legal formalities: the evidentiary function (creating evidence of a contract), the cautionary function (forcing parties to consider the contract more carefully), and the channeling function (signaling to the outside world that the contract is enforceable).
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Preliminary agreements, too, have both formal and substantive functions. So far, other scholars have focused on the substantive aspects of preliminary agreements. In particular, the literature attributes a preliminary agreement's usefulness to the threat of potential remedies for breach (i.e., the award of reliance damages). Like in contracts, the threat of enforcement of a preliminary agreement is meant to incentivize adherence. But conversations with deal lawyers suggest that the primary contribution of a preliminary agreement is not its substance, but its form, and the formality it lends to the negotiating process. By going through the formalities of drafting and signing a preliminary agreement, parties can signal seriousness to each other and attach moral suasion to their non-binding agreement. Through the form of a preliminary agreement, parties can organize their early collaboration, and introduce lawyers, who act as a set of reputational gatekeepers, to help them further solidify their certainty in the deal.
99. Fuller, supra note 19, at 799 (distinguishing between the formal and substantive reasons that courts and parties attach consideration to contracts). 100. Id. at 800-01 (describing the functions performed by legal formalities).
Signaling
In the early stages of deal negotiation, parties make very few promises to each other, formal or otherwise.
101 They do, however, begin sinking costs into investigating each other as potential deal parties, and begin considering the value of the potential deal.
102 At some point, material due diligence is largely complete, and parties are positioned to begin the expensive process of negotiating a detailed definitive agreement. But before then, parties enter into a non-binding preliminary agreement.
An important reason that parties incur the expense of entering into nonbinding, unenforced preliminary agreements is to signal to one's deal counterparty that one is a good deal partner. One of the most puzzling interview results is that the deal lawyers interviewed reported seemingly contradictory information about the consequences for a preliminaryagreement breach. On one hand, they almost uniformly reported that breaching a preliminary agreement had little or no effect on a non-repeatplayer deal party's reputation. 103 At the same time, deal lawyers also reported that parties, even (or especially) those that were not repeat players in the M&A market, cared about "their word," or having a reputation as an "integrity player." 104 These observations seem almost diametrically opposed:
101. Parties may enter into a confidentiality agreement, in which they agree to keep the information they exchange confidential. However, after the confidentiality agreement is signed, there are few other promises. there was someone who routinely didn't get deals done, that would become market knowledge, and be taken into account when thinking about whether the deal will go through," but that everything was "so facts and circumstances" and that ultimately "the color of their money is the same as everyone else's"). But that is not the case in certain tight-knit subsets of the M&A community. Silicon Valley Firm Attorney V, for instance, noted that reputations may matter in venture capital deals. Telephone Interview with Silicon Valley Firm Attorney V, supra note 76. Why do non-repeat players care about their reputations, especially if breaching a preliminary agreement has little effect on their reputations? One explanation is that even non-repeat players, who do not care about their reputation on the broader M&A market, care about their reputation within that particular transaction. M&A dealmaking is a multi-stage process: After the preliminary agreement, there is more exchange of information, a more thorough round of deal negotiations, and potentially weeks or months of daily or near-daily interaction with one's deal partner. 105 In each stage, there is an opportunity for additional negotiation and interaction. And, if the deal is actually completed, many of those who interacted during the M&A process may continue to work together indefinitely as part of the merged company. After the deal is done, for instance, the same employees who negotiated the deal on behalf of the seller often continue to work for the buyer for a period of time, or indefinitely. Individuals may become repeat players within the context of one particular deal, because they must interact numerous times with the other side during the dealmaking process.
When an M&A deal is understood as a multi-step process, it becomes clear why deal parties might care about their reputations, even if the corporate entity-the buyer or seller-is not a repeat player on the broader M&A market. A preliminary agreement is one of the deal parties' first opportunities to interact with each other, and to prove that they are trustworthy deal parties. Adhering to deal terms, especially non-binding terms, helps to build one's reputation within the context of that deal and to smooth the transaction process going forward, both for the corporate entity and for the individual employees who work for them.
Preliminary agreements may also serve a different signaling function. Because parties sign them when there is enough deal momentum for a deal to go forward, signing a preliminary agreement might also be a way to signal that they have reached that tipping point. One lawyer, for instance, drew an analogy between preliminary agreements and giving gifts when dating: "You go on dates, . . . but that doesn't mean you're getting married. But you give gifts sometimes. It means some level of commitment."
106 In other words, preliminary agreements may be a "gift" to signal that one is interested enough and serious enough to undertake the expense of negotiating and signing a preliminary agreement. Signaling seriousness to one's counterparty may be positive for a number of reasons: one's counterparty could be more receptive to special requests during the negotiation process, for instance.
Thus, even though parties can legally walk away from a preliminary agreement or deviate from its terms, adhering to the terms may serve important signaling functions to one's deal partner. This means that, independent of its substantive uses, entering into and playing by the rules of a preliminary agreement may be attractive steps to take.
Organization
The formal process of entering into a preliminary agreement also serves organizational purposes. One deal lawyer, for instance, described having a central document to focus on as the primary reason for having a preliminary agreement:
It helps me and the deal team focus on whether there's a deal to be had. Too many times the business people come and they think they have a great idea. Like, I'm going to put my chocolate in your peanut butter. You have to sit back and be like, that's great, but who's going to pay for the packaging? The marketing? How about employees? [A term sheet] helps both sides knock out the material terms and figure out if there's a skeleton to get the deal done.
107
Other deal lawyers described a similar purpose for using preliminary agreements: to "mak[e] sure there's a meeting of the minds on fundamental deal provisions," 108 to use as a "[r]oadmap for people drafting documents," 109 to "make sure the parties are in the same ballpark," 110 and "even though it's non-binding, . . . to solidify whether there's a meeting of the minds on the material agreements." 111 Similarly, preliminary agreements can be a tool for getting the attention of upper management by creating a central document on which the board of directors can vote. Lawyers also note that having a tangible document, even if unsigned or specifically marked non-binding, helps management feel "comfortable that this is a real offer" and that there is a basic agreement that justifies "getting the bankers spinned up and the attorneys spinned up and getting the internal people and the accounting [and] finance people involved."
112 In other words, even though the preliminary agreement is nonbinding, preliminary agreements can be a useful tool around which upper management can have discussions and focus their efforts.
In addition to aiding internal organization, parties might use a preliminary agreement to organize external affairs. For instance, lawyers report using preliminary agreements to begin the antitrust review process, or to solidify financing for a leveraged deal. 
Attaching Moral Suasion
Deal parties and deal lawyers also use preliminary agreements to impose a sense of moral obligation or moral suasion on the other party in a preliminary bargain. Moral suasion is the process through which actors are encouraged to act a certain way not because of material incentives, but because of normative, or moral, appeals. Regulators, for example, sometimes appeal to private actors' sense of morality or altruism in order to ensure compliance, rather than ensure the same through formal sanctions. Moral suasion can also compel parties to act in ways that are not economically in their best interest.
Many lawyers report that even non-repeat players care about hard-toquantify factors such as morality and integrity. One deal lawyer notes that "even if [M&A parties] aren't repeat players in the market, most players want to be seen as integrity players. At the time they enter into the [preliminary agreement], they have a good faith intention to do the deal."
114 Multiple deal lawyers reported that preliminary agreements created some kind of integrity bond. They noted, for example, that a deal party might not ask for a change in a term sheet's business terms because "they cannot go back on their word" and because an M&A deal party's business people, who negotiated the preliminary agreement's terms, "want not to go back on their word."
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Another lawyer described having a senior colleague explain to him that a term sheet is a "gentleman's agreement" and if someone backed out, the senior colleague "would say, 'you gave me your word, and now you're trying to back away from your word?'" 116 Repeatedly, lawyers called preliminary agreements "handshake agreements" 117 -terminology which belies a belief that these agreements create moral suasion even though they are nonbinding. 118 Since the amount of legal obligation that parties take on when they enter a preliminary agreement is very small, this moral suasion may actually play a greater role in motivating parties to adhere to the bargain than the role played by legal obligation.
In preliminary agreements between M&A parties, moral suasion is particularly important for two reasons. First, because deal parties do not think of their agreements as formally enforceable, as a legal matter, moral suasion allows parties to add seriousness and heft to agreements that otherwise have none. Second, moral suasion in this context motivates party behavior in a way that informal enforcement usually cannot. Most informal enforcement works by depriving a bad actor of future interactions. For example, if Angela breaches an agreement with Brian, Brian's informalenforcement recourse is to refuse to interact with Angela in the future, or to damage Angela's reputation so that others will not interact with her in the future. M&A deal parties, however, are often not repeat players, so they are, in a way, judgment-proof from informal sanctions. Attaching moral suasion, a non-forward-looking riff on informal sanctions, allows M&A deal parties to motivate their counterparties to behave well, even when none of the parties are repeat players. Although deal lawyers never said as much, they seemed to imply that feeling guilty about not being an integrity player motivated parties to behave well, even if parties felt no threat of a future economic or reputational loss.
Verification
Although deal lawyers generally report that serial preliminaryagreement breachers suffer from few, if any, reputational consequences, the 116. Telephone Interview with In-House Attorney I, supra note 58.
As one attorney from Silicon Valley describes:
There's a moral obligation to live up to the handshake agreement. Most people try to live up to that. And honestly there has to be some trust. If there's not trust between the parties, no deal gets done. They shake hands at that price and they both behave that they will a certain way.
Telephone Interview with Silicon Valley Firm Attorney I, supra note 67; see also Telephone Interview with In-House Attorney I, supra note 58 (describing non-binding preliminary agreements as "gentlemen's agreements"). same may not be true of deal advisors. Where deal parties themselves are immune to informal enforcement, the reputation of related repeat players, such as the investment bankers and lawyers that advise on the deal, may play a role. Deal advisors can be thought of as gatekeepers-independent entities that serve as an outside monitor, "who screen[ ] out flaws or defects or who verifies compliance with standards or procedures." 119 The role of gatekeepers in curbing bad behavior is well developed in the corporate governance literature. Gatekeepers have two different roles: They can be in a position "to prevent wrongdoing by withholding necessary cooperation or consent," or they can be "reputational intermediar[ies] to assure investors as to the quality of the 'signal' sent by" another entity. In the literature, auditors are "the paradigmatic examples of 'gatekeepers'-that is, independent professionals who are interposed between investors and managers in order to play a watchdog role that reduces the agency costs of corporate governance." 120 In M&A deals, deal advisors can play the role of reputational intermediaries. For example, a handful of elite law firms advise most M&A deal parties, and even when their clients are not repeat players, the law firms are. 121 Thus, even when deal parties are not concerned with reputational losses from breaching preliminary agreements, their lawyers will be concerned, and may advise their clients to think carefully both during the entry of the preliminary agreement and before walking away. * * * *
In short, the power of preliminary agreements comes not from the fact that they allow parties to attach formal sanctions, as contracts do. They are also more than frameworks in which parties can resolve deal uncertainty, because most material uncertainty is resolved before parties sign a preliminary agreement. Rather, preliminary agreements are useful because they are central documents that parties can use as references or to organize their affairs, either internally or externally. They mark a moment in time when parties have resolved enough uncertainty that a deal is likely to occur, whether or not parties actually set forth their dealmaking intent on paper in a preliminary agreement. In other words, preliminary agreements are not necessary to get a deal done, but they are a step that some parties take when a deal is all but inevitable.
One easy way to see the lack of necessity for preliminary agreements is to compare private and public M&A deals. Preliminary agreements are very common in private M&A deals-deals in which parties do not need to disclose the deal to securities regulators-and quite uncommon in public deals. 122 The broad strokes of the deal contracting process remain the same, whether the deal is private or public: Parties perform due diligence, sign a contract, and then close the deal. 123 In public deals, however, preliminary agreements are rare because parties do not wish to trigger the need to make a securities filing. Nonetheless, public deals are completed, which suggests that preliminary agreements are not a necessary step in dealmaking.
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III. IMPLICATIONS FOR ENFORCEMENT AND DEAL DESIGN
This Part discusses implications for deal design and contract enforcement. It also builds on previous work, 125 which began the process of trying to understand the theoretical and contractual boundaries of the deal. Subpart III.A argues that enforcing preliminary agreements may not be necessary, and may in fact deter efficient use of preliminary agreements. This contravenes the conventional wisdom that some enforcement is necessary to induce efficient use. Subpart III.B discusses the implications of how changing enforcement of preliminary agreements can and should change how deal parties use preliminary agreements. In particular, deal parties can more 122. Telephone Interview with Silicon Valley Firm Attorney II, supra note 66. 123. See supra note 105 and accompanying text. 124. One might argue that in public deals, there is enough readily-available information about the target that parties do not need a preliminary agreement in order to create a framework for more thorough diligence of the target. This argument, however, does not account for the fact that even in deals where public companies acquire private ones in deals of sufficient size to trigger securities filings for the public acquirer, the parties try not to use preliminary agreements. In these types of public-private deals, there is not sufficient information about the private target to resolve uncertainty about the target. Nonetheless, the parties do not need to enter a preliminary agreement in order to do a deal. 125. See generally Hwang, supra note 8.
freely embrace preliminary agreements as organizational tools, rather than as contracts.
Finally, Subpart III.C explores how preliminary agreements fit into a discussion of the boundaries of a complex bargain. A previous article introduced the idea that the boundaries of a deal might exceed the four corners of an acquisition agreement, and, in fact, exist also in the many ancillary agreements that parties sign. 126 This Subpart suggests that perhaps the boundaries of a deal can also be stretched temporally, to the preliminary agreement phase. Just because the theoretical boundaries of a deal extend temporally, however, does not mean that enforcement must map on to the deal boundaries. In fact, enforcement to the edges of a deal's boundaries may crowd out efficient private ordering.
A. Enforcement
By understanding how preliminary agreements work in practice, courts may be better equipped to interpret and enforce agreements and contracts between sophisticated parties. In the case of preliminary agreements, sophisticated parties appear to use preliminary agreements in such a way that they need not always be formally enforced. In fact, there are instances where formal enforcement may disincentivize parties from making efficient deals.
A central tenet of contract theory is that enforcement (or the threat of it) affect parties' behavior. Moreover, the more negative an enforcement, the better it should be at curbing bad behavior. But observations about enforcement often miss an important point: that the probability of the negative outcome also plays a role in affecting parties' behavior.
Consider this scenario: Jane and Anne are parties to a contract. They agree that, if Anne breaches the contract, Jane will take all of Anne's personal belongings and set them alight on the sidewalk. That enforcement outcome is very negative-a breach might result in the loss of all of Anne's personal belongings in a public, traumatizing, and perhaps humiliating way. However, Anne may know that if she breaches, there is only a one percent chance that Jane will actually burn her belongings. Even if she breaches, she can rest assured that Jane is very unlikely to enforce.
Thus, when Anne is considering whether to breach a contract, the anticipated cost of breach is not that she loses her belongings. Rather, the anticipated cost of breach is the probability of enforcement-in this scenario, one percent-multiplied by the negative utility of the enforcement. In other words, Anne considers the expected value of breach, rather than assuming that Jane will certainly enforce to fullest extent that she can. In this scenario, then, the expected cost of breach is close to zero. Thus, even though the enforcement outcome is very negative, Anne can breach often and with impunity, safe in the knowledge that most likely, her belongings will be spared from a fiery end.
When the probability of enforcement is close to zero, even very negative enforcement outcomes do little to motivate parties to adhere to contract terms-and that also appears to be true in the case of preliminary agreements. This observation is not new, although it is has received limited attention in the literature. What analysis exists is situated in research about the use of rules and standards in particular contract provisions. For example, Choi and Triantis made a related observation in an earlier article on the strategic vagueness of material adverse change clauses in acquisition agreements. 127 In their article, they note that to parties, the cost of a contract provision is the sum of its ex ante negotiating and drafting costs, and its ex post enforcement costs. There is a trade-off between the two: more investment on ex ante drafting makes a provision clearer, which reduces ex post enforcement costs by eliminating some litigations and abbreviating others. Choi and Triantis note that material adverse change clauses have a very low probability of enforcement, especially to judgment.
128 That low probability might explain why those clauses are vague: Parties rationally choose not to invest the high cost of ex ante negotiation and drafting, on the theory that the expected ex post cost of enforcement is low.
In the context of preliminary agreements, breaching parties can expect the cost of breach to be particularly low. For one thing, preliminary agreements are rarely enforced, which means the probability of enforcement is close to zero. Even when enforced, moreover, the breaching party pays only reliance damages, which is a very low cost. In other words, parties to a preliminary agreement can breach with impunity, with the understanding that the expected cost of that breach is close to zero. This means, of course, 127. Choi & Triantis, supra note 6, at 852 (noting that the authors "draw[] on the line of scholarship that analyzes the rules-standards dichotomy in the design of legal rules, recent work frames the choice between vague and precise contract terms as a tradeoff in information costs: precise contract provisions raise contracting costs on the front end, but reduce enforcement costs at the back end"). 128. Id. at 877 (suggesting that there are few cases where courts have found material adverse change conditions to have occurred); id. at 896 (suggesting that few material adverse change cases are pursued to judgment).
that ex post enforcement of preliminary agreements already does very little to deter bad behavior from parties. One thing to note, however, is that the threat of enforcement may deter parties from using preliminary agreements' useful, non-contract features, even if the enforcement outcome itself is not very negative. That deterrence may not be a good thing. For example, the threat of enforcement may deter parties from using preliminary agreements as an organizational tool. Even attaching the possibility of reliance damages to a breach may already have deterring effect. Parties have already demonstrated that they will behave differently because of the consequences of writing down a preliminary agreement. In public company deals, for example, parties almost never involve a preliminary agreement, because they fear that writing down the preliminary agreement will trigger onerous disclosure obligations.
While a preliminary agreement is certainly not necessary to dealmaking, it may still be helpful, and the law ought to incentivize the use of helpful tools, such as preliminary agreements. Dialing back the threat of formal enforcement may mean that parties feel more comfortable writing down their preliminary agreements, which means that parties are more incentivized to be organized in early dealmaking.
Moreover, making formal enforcement an available remedy, even if it is rarely used, is not costless to the public. The cost of formal enforcement is borne by both private parties (who incur litigation costs) and the public (through the expenditure of judicial resources in adjudicating these disputes).
129 Few preliminary agreements are litigated to opinion, but it is hard to say how many preliminary agreements litigations are commenced. As soon as litigation commences, the public incurs costs. Reviewing complaints, setting motion schedules, and adjudicating motions to dismiss tie up judicial resources that could be spent elsewhere.
Although it may make sense to dial back on preliminary agreement enforceability, this Article does not argue, of course, to do away entirely with enforcing contracts between parties. Here, it is important to highlight a distinction between preliminary agreements (between sophisticated parties) and formal contracts (between the same). Preliminary agreements are not contracts-they are signposts and organizational tools. When parties sign a preliminary agreement, they do not mean to create an obligation to perform. Rather, they intend to organize their thoughts and actions. However, the moment that parties can organize their thoughts on paper happens to 129. Posner, supra note 44, at 1583. coincide with the moment when parties have already done enough diligence on each other and on the potential deal that the deal is likely to go through. The fact that these moments occur at the same time creates the illusion that preliminary agreements work like contracts-that parties agree on something, and then they perform because they are obligated to do it. However, because parties mean to create no legal obligation, their performance is not motivated by any legal obligation.
In contrast, contracts create a binding and enforceable obligation under the law. When parties sign a contract they do mean to create an obligation to perform. Their performance of a particular agreed-upon term after the fact is because they are obligated to perform. The key, then, is parties' intent: In a preliminary agreement, parties do not intend to create an obligation, so they ought not be punished for failing to meet that non-obligation. In a contract, parties do intend to create an obligation, so they ought to be liable when they fail to meet that obligation. And, as discussed here, the punishmentthrough formal enforcement and award of appropriate damages-is what motivates parties to perform the obligation they previously agreed to. Thus, keeping enforcement intact when parties intend to create obligations, and making that enforcement powerful, is important to motivating parties to keep their promises.
B. Deal Design
If preliminary agreements are not enforced as contracts, parties will be more likely to use them in deals, which is a positive outcome. In particular, this means that more parties can use preliminary agreements as valuable organizational tools.
A preliminary agreement can help to focus deal teams around a common deliverable. One lawyer, for example, noted that he went through "great pains to put in the [preliminary] agreement in ten different ways" that it was not binding, but still liked to use a preliminary agreement because "it helps me and the deal team focus on whether there's a deal to be had." 130 Preliminary agreements are so useful as organizational tools that one lawyer described using them even when they were not shared with the other side-in other words, even when they were unilateral and bore no resemblance to contracts. That lawyer noted that a "[t]erm sheet might be prepared even just agreements almost exclusively in private deals. Deal lawyers shy away from using preliminary agreements in public deals, for fear that signing a preliminary agreement will trigger a public disclosure obligation. 138 There are many reasons to avoid public disclosure of a preliminary agreement. For one thing, filing a public disclosure requires additional cost. For another, preliminary agreements are, by nature, preliminary and subject to change. Disclosing their terms before the parties have fully vetted each other through the diligence process can send incorrect signals to the public, and cause the market to react in ways that are unforeseen-and, in the parties' eyes, inaccurate. Perhaps most importantly, parties might fear that a change in the preliminary agreement after it has been publicly disclosed will be received poorly by the market. For instance, after the parties sign a preliminary agreement, the buyer may cancel the deal because it is unable to secure financing, or because it has changed its business plan. The public, however, might interpret the deal cancelation as evidence of a defect in the target company. Fear of these misinterpretations causes parties in public deals to avoid, rationally, the risks associated with filing a preliminary agreement.
But deals, whether public or private, face similar organizational challenges. In fact, public deals may be harder to organize than private deals-for instance, public-company disclosure and reporting requirements add another layer of complexity to deals. Already, lawyers in both public and private deals use some of the same tools to address organizational complexity. For example, deal lawyers use signing and closing checklists to keep track of the deal's many tasks and documents.
139 These detailed to-do lists outline each step of the deal, who is responsible, and the status of completion. 140 Deal lawyers in both types of deals also use working group lists, which help parties organize and identify the many players involved in the transaction, including deal lawyers representing all parties, regulatory specialists, and in-house point people, among others. agreements and contracts is a first step toward incentivizing deal parties to use preliminary agreements as organizational tools.
C. The Temporal Boundaries of the Deal
Previous work argued that, contrary to conventional assumptions, deal boundaries are not defined by the definitive acquisition agreement. 142 Rather, a deal is struck through many contemporaneous agreements that interact with each other, and a deal's theoretical boundaries must expand to include those. Previous work further argued that if a deal consists of many contracts, contract disputes involving one contract should perhaps be considered with reference to related contracts within the same deal.
Of note, however, is that previous work studied only contracts that are entered into at the same time as the acquisition agreement. It did not consider non-contract agreements, and agreements and contracts entered into non-contemporaneously with the acquisition agreement. In other words, it clearly defined contemporaneous contracts as within the boundaries of the deal, and noted that other contract-like tools were too difficult to categorize without further study.
Through an investigation of preliminary agreements, this Article tries to understand whether those non-contemporaneous, non-contract agreements can be considered within a deal's boundaries. More clearly defining which documents are within the deal's boundaries can aid in contract interpretation. Judges, for instance, can look to other documents within the deal's boundaries to help sharpen their understanding of the deal, or to help interpret vague provisions.
Preliminary agreements are a particularly interesting part of the dealboundary puzzle. On one hand, a preliminary agreement bears strong resemblance to the document at the very center of a deal: the acquisition agreement. Unlike an ancillary agreement, which contains provisions that supplement an acquisition agreement's provisions, the preliminary agreement covers the same substantive territory as many acquisition agreement provisions. Because preliminary agreements bear such a close resemblance to acquisition agreements, preliminary agreements appear very much at the center of deals, and therefore firmly within the deal's boundaries. Placing the preliminary agreement so firmly within the deal's boundaries, however, has consequences that appear, plainly, to be against the intent of the drafting parties. For example, if preliminary agreements are at the center of deals, their terms might be useful in interpreting ambiguities in the acquisition agreement. But parties clearly intend for preliminary agreements not to be binding, which means that parties intend to leave room for acquisition agreement terms to sometimes, by design, deviate from the preliminary agreement's terms. Thus, it seems unreasonable to use the preliminary agreement to interpret ambiguities in the acquisition agreement.
While preliminary agreements do look very much like acquisition agreements in some ways, they also deviate quite substantially from the other documents that are clearly within the boundaries of the deal. Employment contracts for key employees, for instance, are clearly within the boundaries of the deal, but preliminary agreements are not very much like employment agreements at all. For example, employment agreements are often necessary to the deal and preliminary agreements are not. Employment agreements also provide supplemental provisions to the acquisition agreement, and may make explicit reference to or incorporate by reference the acquisition agreement's terms, which suggests that employment agreements and acquisition agreements ought to be read together. In contrast, preliminary agreements are not supplemental to the acquisition agreement, and do not incorporate the acquisition agreement by reference. Perhaps the most important difference, however, is that employment agreements, and most other ancillary agreements that are clearly within the boundaries of the deal, are contracts. Although preliminary agreements may look like contracts, this Article has made the case they are not.
On balance, it appears that preliminary agreements ought not to be considered part of the bargain. Perhaps one important principle that can be distilled from this Article's investigation into preliminary agreements is that only deal contracts ought to be eligible to be considered part of the bargain. Preliminary agreements, which are prone to change, are not contracts, so they should not be used to interpret other parts of the deal.
One important note, however: although preliminary agreements are not signed at the same time as the acquisition agreement, it is not this timing mismatch that makes preliminary agreements not part of the bargain. In fact, there are other contracts signed before the acquisition agreement that might, pending further investigation, fit into the boundaries of the deal. Confidentiality agreements, for example, are binding contracts, and they are often incorporated by reference into the acquisition agreement. Their incorporation by reference suggests that parties intend for them to be part of the deal even though parties enter into them well in advance of the acquisition agreement.
Exclusivity agreements-and even the binding exclusivity provisions of otherwise non-binding preliminary agreements-fall into the same category. They are far removed, temporally, from the acquisition agreement. However, because they are contracts, and because parties show clear intent for them to be part of the bargain, they clearly are part of the bargain. In contrast, noncontract documents, no matter their temporal proximity to the signing of the acquisition agreement, seem to be outside the boundaries of the bargain.
CONCLUSION
This Article investigates the role of non-binding preliminary agreements in M&A deals. It argues that non-binding preliminary agreements are better understood as signposts for the accumulation of deal momentum, rather than as contracts. Non-binding preliminary agreements contribute to dealmaking through their formal, rather than substantive, functions. They help parties organize their bargains, introduce reputational intermediaries to the dealmaking process, and attach moral suasion. Enforcing these agreements, however, even with reliance damages, might deter parties from using them.
APPENDIX: A NOTE ON METHODS; INTERVIEWS
Existing scholarship on preliminary agreements has also focused on the results of enforcement, that is, reported opinions from cases that are litigated to a decision. But these enforcement surveys are necessarily incomplete, because most commercial litigation settles out of court, 143 unaccompanied by reasoned judicial opinions that shed light on the circumstances of particular deals.
This Article brings previously un-surveyed qualitative data to the debate in order to close this gap in the literature. In this Article, I rely on three types of inquiry, which are described in more depth below. First, I surveyed literature from practicing lawyers, such as client alerts and memoranda. Then, I reviewed preliminary agreement cases in jurisdictions with high volumes of complex business litigation. Finally, I conducted a series of interviews with practicing deal lawyers. Each method of inquiry is described in more depth below.
A. Practitioners' Literature Survey
Law firms with corporate practices often publish client alerts and memoranda. In the ten years that it took the SIGA cases to wind through the Delaware courts, for instance, many practitioners issued alerts and memoranda to update their clients on the results of the case. Because practitioners publish this literature in order to generate business, these alerts do not stop at summaries of the case: They also include high-level opinions and advice about how a case will shape the legal landscape, or how a case should inform practices and norms going forward.
This practitioners' literature is often overlooked as a research source, but is in fact a rich source of information. In the case of preliminary agreements, practitioners' literature provides a rough proxy for large-scale survey or interview data. To survey the practitioners' literature on preliminary agreements, I relied primarily on the digital archives of the Bloomberg database, which attempts a comprehensive collection of practitioners' literature. In addition, a general search of practitioners' literature was conducted. This yielded results from, for instance, the Harvard Corporate Governance Law Forum and the law firm Fried Frank's analysis archives, both of which are oft-cited and respected sources for practitioners and academics alike.
B. Litigation Survey
A comprehensive survey was conducted of litigation in all state and federal courts in New York and Delaware relating to preliminary agreement dispute in large business transactions. This Article focused on New York and Delaware because of the relatively high number of business disputes between sophisticated parties that are litigated in those forums. The survey of these cases found that there were fewer than fifty opinions published between the ten-year period from 2007 to 2017. This is a very small number compared to the overall volume of private M&A deals. While the exact number of private M&A deals is hard to count-precisely because they are private, and therefore not always disclosed-overall deal volume provides a rough benchmark. In 2014-one of the years surveyed-companies announced 9802 deals. 144 Another survey suggests that, in just the last month of 2016, 106 private equity deals were alone announced. 145 The very small number of opinions during the surveyed period supports interviewees' accounts that very few preliminary agreements are disputed, and those that are disputed are very rarely litigated to opinion.
C. Interviews
At the heart of this Article are the original interviews. Preliminary agreements are used in private M&A deals, where the terms of the deals and the preliminary agreements are not disclosed to the public. Moreover, preliminary agreements are rarely litigated, so information about preliminary agreements is hard to find in opinions or filings. Original interviews are the best source for understanding this common deal practice.
Interviews were conducted with twelve deal lawyers. Most of the deal lawyers interviewed were trained in and practiced in New York or California, although a few interviewees were trained in or practiced in Virginia, Texas, or Illinois. Seven of the interviewed deal lawyers had more than 20 years of experience advising M&A clients. The interviewee with the fewest years of experience-seven-primarily advises clients on private M&A deals, which is the most relevant type of M&A deals for a study of preliminary agreements.
All interviews were conducted by telephone, on a confidential basis, on the dates indicated. All interviewees are attorneys whose primary practices are M&A, or who had many years M&A experience before moving into general corporate or hybrid M&A/business roles in-house. All interviewees practiced at or were trained at Vault 50 firms. For brevity and confidentiality, each attorney is identified within the text of the Article by reference to a reference term, which is noted below.
